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ARGUMENT ON MOTION TO DISMISS APPEAL.

The appellees have filed and served within the rules of courl

a motion to dismiss this appeal, as follows:
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MOTION TO DISMISS APPEAL.

Come now the appellees Henry F. Allen, complainant, and

John II. McGraw, receiver herein, and respectfully move this

honorable court that the appeal of F. W. Coler, intervenor here-

in, be dismissed, upon the ground that no service of the citation

(in appeal has ever been made upon the defendant Pacific North-

west Packing Company, a corporation, or upon the defendant

The Pacific Northwest Packing Company, a corporation, or

upon the defendant Austin Claiborne, or upon the defendant

W. M. Williams, or upon the defendant W. A. Keene. and thai

neither one of the said defendants has ever been served with

said citation upon appeal.

This motion is based upon the record herein.
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The action was brought by appellee Henry F. Allen in

the lower court to foreclose certain mortgages given to him by

the corporation defendants. Appellant obtained leave, as a judg-

ment creditor of the corporation, to intervene in the foreclosure

suit. He filed an intervening complaint attacking the validity

of complainant's mortgages and asserting the right of all of

the creditors of the corporation to share equally and ratably in

the distribution of the corporate assets. The defendants Clai-

borne, Williams and Keene held some of the corporate prop-

erty in trust for the corporation defendant and complainant.

Neither of them appeared or answered, and the bill was taken

pro confesso as against them. The defendant, The Pacific

Northwest Packing Company, was the successor of the defend-

ant Pacific Northwest Packing Company, and had become the

owner and holder of all of the property originally owned by the

first named corporation defendant, and had become obligated

for all of the indebtedness of that corporation. It answered the

complainant's bill of complaint and resisted the foreclosure of

the mortgages. It appears from the record that no service

of the citation on appeal has ever been made upon any of the

defendants above named. It is clear that the defendant The

Pacific Northwest Packing Company at least is directly inter-

ested in the decision of the questions involved in this appeal.

Upon the decision of that appeal depends the question of

whether the complainant, as mortgagee, is entitled to receive

the proceeds of the property mortgaged to him, or whether

those proceeds shall be distributed equally and ratably amongst

all the creditors of the corporation.

In support of the motion we consider it only necessary to

cite the case of

American Loan cf Trust Co. vs. Clark, 83 Fed , 230.

decided by this court, and the decision of the Supreme Court

of the United States in

Davis vs. Mercantile Trust Co., 14 Sup. Court Rep., 693.



W'iilmiii waiving the motion to dismiss the appeal, appel-

lees respectfully ask leave to present the following state-

nient and argument on the case upon its merits.

STATEMENT OF THE CASE.

On and prior to the 20th day of October, 1808, the defend-

ant Pacific Northwest Packing Company was a corporation,

organized and existing under and by virtue of the laws of the

state of Washington, engaged in the business of catching, buy-

ing, packing and selling salmon. On the 20th day of October,

1898, the said defendant had become indebted to the appellee

Henry F. Allen in the sum of $15,000. From the answer of

the defendant The Pacific Northwest Packing Company, the

successor of the said defendant Pacific Northwest Packing

Company, set out in the printed record, which answer is undis-

puted by appellant, it appears that a very intimate relation

had existed and did exist between the said defendant and the ap-

pellee, and that in fact the appellee was the principal if not the

only source of pecuniary supplies for the said defendant, and

that the advances made by the appellee, and undertaken to be

made by him, had enabled the said defendant to carry on its said

business. It is alleged in the said answer:

"That the indebtedness owed by it to complainant, as nar-

rated in complainant's bill of complaint, arose out of a relation

between this defendant and complainant (Allen), by virtue

of which complainant (Allen) was to advance and did ad-

vance divers sums of money from time to time, being the sums

set <>ut in the bill of complaint, to this defendant, and was

to receive and did receive in return the output of this defend-

ant's cannery."

On the said 20th day of October, 1898, the defendant Pa-

cific Xorlhwest Packing Company, for the purpose of securing

the indebtedness then existing from it to the appellee, executed



and delivered the mortgage of that date set out and described in

the bill of complaint. Thereafter, and up to the 11th day of

May, 1900, the appellee advanced further sums to the said de-

fendant and its successor, The Pacific Northwest Packing Com-

pany, aggregating the sum of $25,734. On the said 11th day

of May, 1900, the defendant The Pacific Northwest Packing

Company, for the purpose of securing the payment of the said

further advances, and for the further purpose of securing other

advances then undertaken to be made by the appellee to the

said defendant for use in its business, and to enable it to carry

on and continue its business, made, executed and delivered to

appellee the second mortgage set out in the bill of complaint.

The advances undertaken to be made by the appellee in addi-

tion to the said sum of $25,734 were thereafter made to the

said defendant by the appellee from time to time, as required by

the said defendant in the conduct of its business. The ad-

vances made subsequent to the execution of the mortgage aggre-

gated more than $10,000.00. On the 8th day of September, 1900,

no payments having been made by the defendant upon account

of any of the said indebtedness, appellee filed in the lower court

his bill for the foreclosure of the said mortgages. Upon the

filing of the bill an order was made by the lower court appoint-

ing a receiver of all of the mortgaged property. Thereafter,

on the 31st day of December, 1900, appellant filed in the lower

court his complaint in intervention. A demurrer was sustained

to the said complaint in intervention, and this appeal is from

the judgment rendered upon the hearing of said demurrer dis-

missing said complaint in intervention.



ARGUMENT.

The complain! in intervention is based entirely upon the

so-called "trust fund doctrine" as it is claimed by appellanl

to be established by the decisions of the Supreme Court of the

State of Washington. No attack is made in the said inter-

vening complain! upon the mortgage of October 20, 1808. It is

directed entirely to the mortgage of May 11, 1000. The ma-

terial allegations of the said intervening complaint as to the

-aid mortgage are as follows:

"That at the time of giving this mortgage, the defendant

The Pacific Northwest Packing Company had reached a point

where its debts were greater than its property, where it could

no1 pay in the ordinary course, where its business was no

longer profitable and when it ought to he wound up and its

assets distributed/'

It is contended by appellant that, conceding these allega-

tions to he true, he as a judgment creditor and all other cred-

itors of the defendant corporation were entitled to share in a

ratable and equal distribution of the property of the defendant

corporation, and that the preference attempted to lie given by

the said mortgage was void as against the general creditors of

the corporation. In support of this proposition appellant re-

lies:

First, upon the decisions of the Supreme Court of the

State of Washington as enunciating the law of that slate, and

Second, upon the decision of the Supreme Court of the

I ' ii i led St at os rendered in the case of George D. Smith Mi<l-

dlings Purifier Co. vs. McGroa/rty, 136 U. S., 287, as establish-

ing the doctrine that the decisions of the Supreme Court of

the State of Washington upon the question of the validity of

preferences made, or attempted to he made, by corporations, are

binding upon the courts of the United States.



In the Purifier Company case, the Supreme Courl of the

United Slates held, iii effect, that the determination of the

question raised as to the validity of the mortgage made by the

corporation depended upon a construction of the constitution

and statutes of the State of Ohio, and that the Supreme Courl

of that state had held that under the constitutional and statutory

provisions of the state the mortgage in question was void as

to general creditors.

In rendering its decision the Supreme Court was careful

to point out the fact that the decision of the Supreme Court

of Ohio was based upon the construction and application of the;

constitutional and statutory provisions of the state relating to

corporations, and was careful to say in effect, that if the Ohio

court had based its decision upon its view of the trust fund

doctrine, the decision could not have been followed by the

federal courts.

In the opinion of the Ohio court in the House case, the

constitutional and statutory provisions under consideration are

clearly set out by the court. These provisions are very different

from any existing in the State of Washington. As we read

the opinion, the decision is based squarely upon the construction

of the statute law. We understand what is said by the court

regarding the general trust fund doctrine to be a mere expres-

sion of its views, and not necessary to the decision of the case.

It may be noted, in passing, that the allegations of ap-

pellant's complaint fall far short of bringing this case within

the doctrine announced in the House case. The Ohio court

summed up its conclusions as follows:

"Without extending the discussion, we are of the opinion

that when a corporation for profit, organized under the laws

of this state, becomes insolvent, and cease* to carry on its busi-

ness or further pursue flic purposes of Us creation, the corporate

property constitutes a trust fund," &c, &c. (The italics are
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ours.) This was a Jar differenl state of facts than arc claimed

to exisl in this case.

Appellant; on page 5 of his brief, declares thai the Su-

preme Court of the United States has decided that the de-

cisions of a state supreme court on the question of corporate

preferences are binding upon the federal courts. The Purifier

Company case is the only case cited in support of this state-

ment, and as we understand the decision in that case, it falls

very far short of sustaining appellant's contention. To make

the decision in the Purifier Company case applicable here,

it would be necessary for appellant to show that the Supreme

Court of the state had decided that the statute law of the

slate rendered void a preference given by a corporation under

the circumstances set out in the appellant's complaint. As a

matter of fact, no such statute exists in the state of Washing-

ton, the supreme court has not at any time claimed to have

construed any such statute, and furthermore, the supreme court

of the state has never decided that a mortgage given under the

circumstances shown in the case at bar constituted an illegal

preference.

The origin of the trust fund doctrine in the State of

Washington is to be found in the case of Thompson vs. Huron

Lumber Company, 4 Wash., 600. The decision of that case

was in no wise predicated upon any constitutional provision or

statute of the State of Washington. It is true that in an opin-

ion rendered denying a petition for rehearing in that case, the

court said (p. 010) :

"Our decision is vigorously attacked by reason of its adop-

tion of the trust fund theory, and it is argued that Rouse vs.

Merchants National Bank, O. St., 493, was decided upon

Ohio statutes, of which we have none. Put careful reading of

thai case shows that, with one or two exceptions, the statutory

provisions there alluded to were identical in substance with



our own, and an examination of the statutes of Ohio on the

subject of corporations further reveals the similarity. If, there-

fore, as it is contended, the adoption of the trust fund theory

lias everywhere depended upon statutes, the appellant has no

ground to stand upon, for we have the substance of all the

statutes on the subject, with the addition of one expressly giving

jurisdiction to the courts to appoint receivers of insolvent cor-

porations."

As before stated, the decision was not predicated upon

any constitutional or statutory provision of the state. The

court says that, with one or two exceptions, the statutory pro-

visions alluded to in the Rouse case are identical in substance

with those of Washington. What particular statute was being

construed by the Supreme Court is not pointed out, and it

cannot be found from the most careful reading of the opinion

that any statute was the subject of construction.

The allusion to the statute expressly conferring upon the

courts of the state jurisdiction to appoint receivers of insol-

vent corporations carries no weight, for that jurisdiction ex-

isted independent of any statute. The jurisdiction was in-

herent in the courts of the state as courts of equity. The stat-

ute did not enlarge that jurisdiction. If it curtailed it the

argument would be the other way. The decision in the Thomp-

son case and the decisions in all other cases decided by the Su-

preme Court of the State of Washington on the same sub-

ject were based entirely upon the trust fund doctrine as enun-

ciated in the decisions of various state courts, and were en-

tirely independent of any constitutional or statutory provis-

ion. All of those decisions were predicated upon the particular

facts of each case.

In the Thompson case it was held by the court that "the

mortgage was designed to act as a shield between the corpor-

ation and its other creditors while it prosecuted its ordinary
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business for an indefinite length of time. * '
:
'
:' *" This

was the conclusion of the court, and upon this conclusion its

decision was based. Having so decided, the court proceeded

to say:

''But for another reason we should hold this mortgage

bad. The indebtedness evidenced by the notes was long over-

due; the directors of the company could not agree; the busi-

ness was practically stopped and the corporation was insolvent.

The insolvency was formally adjudged fifteen days after the

mortgage was made, upon the petition of appellant himself."

(The appellant was the mortgagee.) "In that time no material

change took place in the company's affairs. For many months

it had been embarrassed, could pay nothing upon its debts, and

was merely using up its property without profit over working-

expenses. Ball, who was a director, knew of this; and it is

useless to argue that a creditor of the dignity of a national bank

was not informed. Under these circumstances, a court of equity

in this state ought not to enforce any voluntary preferences

attempted by the directors of a corporation."

From the above quotations it clearly appears that the

decision of the court was predicated upon facts which, in the

opinion of the court, clearly showed that the attempted prefer-

ence was in law fraudulent. The decision of the court must

be read and understood in the light of the facts which were

before it. General remarks upon the theory of the law applied

by the court to those facts should be and are no more binding

upon any court than they were 1 intended to be upon the court

rendering the decision.

In the case of Conovcr vs. TTull . 10 Wash., 673, the court

found that there had been actual collusion between the officers

of the corporation, after its hopeless insolvency had become

established, and certain favored creditors of the corporation,



11

for the purpose of giving to those favored creditors unwar-

ranted preferences. The court said (p. 679) :

"When we come to think that this preferred distribution

is made by the managers, who represent the stockholders who

are in no way responsible for the debt, or at least that portion

of it which is in excess of their liabilities, why should they,

thus disinterested, be allowed to confer these benefits upon fa-

vorites to the exclusion of the rights of other honest creditors

who have helped to furnish the means which constituted the

very fund which is now being distributed to the exclusion of

their interests? Certainly, it is but a just provision of law

which holds that this fund, under such a condition, must be

held intact as a trust fund for the equal benefit of all the cred-

itors."

Nothing further need be said in support of the proposition

that the decision in the Conover case was predicated entirely

upon the application of the trust fund doctrine as applied to

the facts of that particular case. If anything further were

necessary, it would be only to quote the concluding paragraph

of the opinion in that case

:

"All the circumstances surrounding this litigation convince

us that the insolvent condition of this company was known to

the appellants ; that there was a desire on the part of the com-

pany to prefer these appellant creditors, and that the condition

of the company was made known to them for the express pur-

pose of warning them that they should not delay in the com-

mencement of their actions : and that the result of this knowl-

edge and action on the part of the company and of these ap-

pellants was to obtain liens upon the property of this corpora-

tion in fraud of the rights of other creditors."

In the ease of Biddle Purchasing Co. vs. Port Townsend

Steel, &c, Co., 16 Wash., 671, cited by appellant, Ihe court

said (p. 693) :
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"The mortgage itself was clearly a preference by an in-

solvent corporation of one of its creditors. Il was executed as

security for an antecedent debt. Such a preference cannot be

maintained.*5

To sustain appellant's contention that the Federal Courts

arc bound in this case by the decisions of the Supreme

Court of the State of Washington, it should he shown that that

court has held that under the constitutional and statutory pro-

visions of the state no corporation, in fact insolvent, can cre-

ate a preference in favor of one creditor to the exclusion of its

other creditors. That court has not announced any such rule,

and has in fact held in certain cases that preferences made In-

corporations in fact insolvent were valid.

The mortgage attacked by appellant was made by a cor-

poration which was then carrying on the business for which it

was organized. Regardless of the affirmative allegations con-

tained in the answer of the defendant corporation, the truth,

of which are conceded by appellant, it is clear both from the

appellee's bill of complaint and the intervening complaint that

at the time said mortgage was given, the corporation was a

going concern, carrying on its corporate business, and needing

for the successful prosecution of said business advances of

money. It is not claimed that complainant knew that the com-

pany was insolvent or should have so known, or that he had

any reason to believe or even suspect that it was insolvent. He

dealt with it as a solvent, going concern. The mortgage was not

only made for the purpose of securing an indebtedness then

existing, but for the further purpose of securing advances which

might or might not be thereafter required by the corporation in

the prosecution of its business. It appears that the further

advances provided for were required and were made by the

appellee to the extent of over $10,000.00. From the date of

the said mortgage, May 11th, 1000, until the 8th day of Sep-
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tember, 1000, it appears that the corporation continued to

carry on its business without molestation, by suit or otherwise,

from any of its creditors. On the 8th day of September, 1900,

the appellee having received no payments on account of any

of the advances made by him, began his suit for the foreclosure

of the mortgages given to him. Upon that day a receiver was

appointed to take charge of the mortgaged property and to hold

and operate it under the orders of the lower court. The re-

ceiver's possession of the mortgaged property and his conduct

of the business of the corporation was not assailed by any cred-

itor until the 3l3t day of December, 1900, when appellant's com-

plaint in intervention was filed in the lower court. That com-

plaint in intervention, as before pointed out, was based entirely

upon the allegations that at the time of giving the mortgage in

question the defendant corporation had reached a point where

its debts were greater than its property, where it could not pay

m the ordinary course, where its business was no longer profit-

able, and when it ought to be wound up and its assets distrib-

uted. No knowledge of any of these alleged facts was imputed

to complainant. The lower court held that this intervening

complaint did not state facts sufficient to sustain the interven-

i ion and the claim made by appellant.

As clearly pointed out in the opinion of the Supreme Court

of the United States in the Rouse case, the decision of the

Supreme Court of the State of Ohio, so far as it was based

upon the trust fund doctrine, proceeded upon the theory thai

the property of an insolvent corporation is a trust fund for

its creditors in a wider and more general sense than could lie

maintained upon general principles of equity jurisprudence.

Xo claim is made by the Supreme Court of the State of

Washington that its decisions upon this question rest upon any

other foundation than that of general principles of equity juris-

prudence. As before pointed out, it is true that when challenged
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upon its application of these principles it stated that "with one

or two exceptions" the statutory provisions alluded to in the

Rouse case were identical in substance with those of Washing-

ton. \V!iai the exceptions arc is nol stated, and ii is not claimed

that the decision in the Thompson case is based upon the con-

struction of any constitutional or statutory provision. It is

clearly held by the Supremo Court of the Slate of Ohio and

by the Supreme Courl of the United States, in its decision

upon the appeal from thai case, that the decision was based

upon a construction of certain constitutional and statutory

provisions of the State of Ohio, and for that reason, and lhat

reason only, the Supreme Court of the United States considered

itself bound by the decision of the state court in an exactly sim-

ilar case. That case was decided on May 19th, 1890.

In a later case, decided on March 25th, 1895,

Sanford Fork & Tool Co. vs. Howe, Brown & Co., 157

IT. S., 312,

the Supreme Court clearly stated its position upon this trust

fund doctrine. The facts in that case supporting the attack

upon the mortgage made by the corporation, were far stronger

than the facts alleged in the intervening complaint in the case

at bar. The mortgage attacked in that case was given to the

directors of the corporation itself. It was given as security

for a past indebtedness, but furl her to induct' the endorsers

(the directors) to obtain for the corporation a renewal or

extension of its obligations and to make further endorsements.

There was a Loaning to the corporation of the credit of its own

directors. In the case at bar the appellee had furnished, long

prior to the giving of the mortgage in question, the large sum

of $15,000 for the use of the corporation in its business, and

had received as security a mortgage, the validity of which is in

no wise questioned. It is not made to appear, and is not even

claimed by appellant, that anything whatever had been paid by
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the stockholders of the corporation upon ihe stock of the com-

pany. It seems reasonably clear from the showing made by

the original bill of complaint, the answer of the defendant cor-

poration and appellant's intervening complaint, that the ap-

pellee had furnished practically all of the funds used by the

corporation in the prosecution of its business. The corpora-

lion was still a going concern, carrying on its corporate busi-

ness. It continued to carry on its business and obtained from

the appellee from time to time, as its necessities arose, large

sums of money, in addition to the indebtedness existing at the

lime the mortgage in question was made. Can it be doubted

for a moment that at the time of giving this mortgage securing

not only advances theretofore made without security upon the

faith and credit of the value of the corporation's property and

business, but also advances thereafter to be made as required

in the prosecution of that business, the corporation, its stock-

holders and officers and the appellee regarded the corporation

as a going and solvent concern \ Such being the fact, can it

be said that the charge made six months thereafter that at

the time the mortgage was given, the corporation had reached

a point where its debts were greater than its property, where

it could not pay in the ordinary course, where its business was

no longer profitable, ami when it ought to be wound up and its

assets distributed, if conceded to be true, rendered the mort-

gage void as to the general creditors of the corporation ? Such

is not the law as declared by the federal courts. As said in

San ford Fork & Tool Co. vs. Howe, supra, after discussing the

effect of the mortgage given to the directors of the corporation:

uXor is it the case of the directors of a corporation, in fact

insolvent, though continuing and expecting to continue in busi-

ness, executing a mortgage on the property of the corporation

to simply secure themselves for a past indebtedness; for here

the corporation, although insolvent within the rule which de-
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(lares thai insolvency exists when the debtor has not property

sufficient to pay its debts, was still a going concern and in-

tending to continue its business, and the mortgage was executed,

not simply to secure directors and stockholders for past indebt-

edness, but to induce them to procure a renewal or extension of

paper of the company then maturing or about to mature, and

also to obtain further advances of credit." (In the case at

bar future advances, not of credit, but of large sums of money.)

"Will it be doubted that, if this mortgage had been given to

the holders of these notes, it would have been valid % Are cred-

itors who are neither stockholders or directors, but strangers to

the corporation, disabled from taking security from the cor-

poration by reason of the fact that upon the paper they hold

there is also the indorsement of certain of the directors and

stockholders ? Must, as a matter of law, such creditors be con-

tent to share equally with the other creditors of the corporation,

because, forsooth, they have also the guaranty of some of the

directors or stockholders, whose guaranty may or may not be

worth anything? But even that is not this case, for here the

corporation is a going concern, and intending to continue its

business, and the mortgage was given with a view of enabling

it to so continue, and to prevent creditors whose debts were

maturing from invoking the aid of the courts to put a stop

thereto. Can it be that if, at any given time in the history of a

corporation engaged in business, the market value of its prop-

erty is in fact less than the amount of its indebredness,

the directors, no matter what they believe as to such value, or

what their expectations as to the success of the business, act at

their own peril in taking to themselves indemnity for the fur-

ther use of their credit in behalf of the corporation!1

Is it

a duty resting upon them to immediately stop business and

ciose up the affairs of the corporation? Surely, a doctrine

like that would stand in the way of development of almost

any new enterprise. * * * Of course, an underlying fact,
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expressly stated to have existed in these transactions, is good

faith. ( larrying on business after the giving of an indemnifying

mortgage, with a knowledge of insolvency, with the expecta-

tion of soon winding up the affairs of the corporation, and only

for the sake of giving an appearance of good faith, leaves the

transaction precisely as though the mortgage was executed at

the moment of distribution, and with a view of a personal

preference. Again, not only was the corporation a going con-

cern, not only did the directors expect and intend that it should

continue, and believe that its continuance would bring financial

success, but, as appears, they did continue the business for two

months, and during that time paid out in the ordinary man-

agement of its affairs and in discharge of its debts over $30,000,

without appropriating a single dollar to the payment of the

claims for the endorsement of which they had taken this in-

demnity."

Notwithstanding the peculiar embarrassment resulting

from the fact that the mortgage under consideration in the case

above quoted from was made directly to the directors of the

corporation, the opinion of the court seems to us to be very

applicable to the facts before the court upon this appeal. The

corporation defendant was a going concern, its stockholders,

officers and creditors expected that the continuance of its busi-

ness would be profitable, and that out of the profits reasonably

anticipated to accrue from the prosecution of its business it

would be enabled to meet all of its obligations. In the continu-

ance of that business it relied, and—as the result proved—-with

good grounds, upon the pecuniary assistance of appellee. Dur-

ing all this time, and until the fact had become established

that, notwithstanding the expectations of all persons inter-

ested, and notwithstanding the fact that appellee had faithfully

kept and performed every obligation imposed upon him by the

terms of the mortgage, and had backed the opinion of the

stockholders and officers of the corporation and of himself, by
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the expenditure of large sums of money, the business of the

corporation was not profitable, no one challenged the validity

of the mortgage in question. Ii would have been strange, in-

deed, if its validity had then been questioned, for, so far as

appears from any claim made by appellant, the only indebted-

ness owed by the defendant corporation to any other person

than appellee was the comparatively insignificant sum of $1000

i wed to appellant's assignor. The mortgage in question was

not made secretly; it was recorded as required by the statutes

of the state, and it seems clear that appellant, during all of

the period of six months intervening between the making of

the mortgage and his attack upon it, had not only constructive

but actual knowledge of all of the facts. The allegations of

the intervening complaint are so framed as to irresistibly lead

to the conclusion that appellant had full knowledge of all of

the dealings between the defendant corporation and appellee,

and expected to reap an advantage from the pecuniary help ex-

tended by appellee to the corporation. ISTot the slightest im-

putation of collusion, fraud or even legal bad faith is made.

The intervening complaint, attempted to be so framed as to

bring its allegations within the rules announced by the Supreme

Court of the State of Washington, utterly fails to state a case

in any wise similar to the facts of any case decided by that

court.

Should we concede that appellant, in his intervening com-

plaint, has succeeded in his obvious intent to state a case within

the language employed by the supreme court of the state used

in justifying its decisions in particular cases, it is clear that

the case so stated is not similar to any case decided by that

court. Decisions of courts are valuable as authority only as

applied to the facts before them. The most careful considera-

tion of the decisions of the Supreme Court of the State of

Washington upon the question of the effect of mortgages made

by corporations; even from appellant's standpoint, could not



19

lead to an irresistible conclusion that upon the record before

this court the state court would hold the mortgage of May lltli,

1900, to be an unlawful preference. A brief review of these

decisions may be of aid to the court.

The case of Thompson vs. Huron Lumber Co., 4 Wash.,

GOO, has been above referred to. The trust fund doctrine was

there held to apply, by reason of the facts found, viz. : that the

indebtedness evidenced by the notes was long overdue, the di-

rectors of the company could not agree, the business, was prac-

tically stopped, the corporation was insolvent, and the mort-

gage was intended to act as a shield between the corporation

and its other creditors.

The allegations of appellant's complaint fail to meet the

facts of the Huron case in the three most important points, viz.

:

it is not alleged that the mortgage was given entirely to secure

a past indebtedness, or that the business of the

corporation was stopped or that it had ceased to be a going

concern, or that the mortgage was intended to hinder and delay

other creditors.

The case of Leslie vs. Wilshive, 6 Wash., 282, clearly sup-

ports our contention that the decisions of the Washington court

are not based upon a construction of constitutional or statutory

provisions, but entirely upon the application of the trust fund

doctrine to the facts of the particular cases decided. In the

last cited case, a corporation which was, as found by the Su-

preme Court, embarrassed to some extent, and had not enough

money on hand to pay all of its indebtedness, executed a chattel

mortgage upon its property. The court held the mortgage valid

against other creditors, for the reason that notwithstanding the

embarrassed condition of the corporation and its inability to

pay its indebtedness, its business was regarded as a profitable

one, and the evident purpose at the time of the making of the

mortgage was to continue the business; and that the mortgage
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was made for the purpose of enabling the corporation to con-

t in u<- in business.

The case of Vincent vs. SnoquaXmie Mill Co., 7 Wash.,

566, also supports such contention. Tn that ease the court, while

saying that it was not clearly apparent that the corporation was

insolvent at the time the mortgage in question was made, vet

if was then being pressed by its creditors and was unable to pay

them at that time, and it was doubtful whether the general

market value of its property equaled the amount of its indebted-

ness. The corporation had ceased to operate its property prior

in giving the mortgage, and surrendered the possessu n of its

property to the mortgagee, intending to continue its business

through the mortgagee in the way of operating its mill. These

facts make a stronger showing of actual insolvency than the

allegations of appellant's complaint. But the court sustained

the mortgage upon the grounds that it appeared to be the evi-

dent desire of the corporation to continue in business and to get

the matters of the corporation in better shape by getting the

title to the property which it was operating in its own hands.

Tn the case of Klosterman vs. Mason County Central R.

R. Co.. et al.. 8 Wash., 281, the corporation had a mortgage in-

debtedness of some fifty thousand dollars. In addition to its

mortgage indebtedness, it owed one Mason ten thousand dollars

for past advances. Mason was liable as a surety upon the mort-

gage indebtedness. Tn consideration of the payment by Mason

of the mortgage indebtedness and the release of the corpora-

tion's indebtedness to him, and the payment by him to the cor-

poration of twelve hundred dollars, the corporation ,?old and

conveyed to Mason practically all the property then owned by

it. At this time, the court say, that according to the evidence,

the entire property had so depreciated in value that it was not

worth more than the amount of the mortgage indebtedness, even

if it could have been sold in the market at all. At th > time of
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the conveyance the corporation was indebted to other persons.

The validity of the conveyance to Mason was attacked by one

of these creditors. In passing upon the contention of the at-

tacking creditor, that the conveyance was void for the reason

that the property of the corporation was a trust fund for the

payment of all of the company's debts, the court said (p. 286) :

"Conceding that the property of an insolvent corporation

is a trust fund for the payment of its debts, and tliat under

such circumstances such corporation cannot ordinarily prefer

one creditor over another, does it necessarily follow that the

transaction under consideration was void as to unsecured cred-

itors ? The answer to this question depends largely upon the

power of corporations in this state to manage and dispose of

their property. That power is expressed in the statute in this

language: 'To purchase, hold, mortgage, sell and convey real

and personal property.' From this comprehensive provision it

will be seen that the appellant corporation had a right, in the

proper conduct of its business, to mortgage its property to

secure its debts. And this being so, it had a right to sell, in

good faith, any or all of its property in payment of its mort-

gage liens."

And again at page 288

:

"This case is easily distinguishable from Thompson vs.

Huron Lumber Co.. 4 Wash., GOO (30 Pac, 742), in which this

court set aside a fraudulent and preferential mortgage."

It is to be noted that the conveyance to Mason was made

not only in satisfaction of the mortgage indebtedness, but in

satisfaction of the unsecured indebtedness to Mason. As to

this indebtedness Mason stood upon the same footing as the

attacking creditor, and if the law of the state of Washington

was settled, as claimed by appellant, the court would have been

c< impelled to hold that the conveyance was intended to give an

unlawful preference.



22

In the case of Roberts vs. the Washington Nat. Hani-, 11

Wash., p. 550, the right of an insolvent corporation to mortgage

its property as security for a present advance of money for use

in its business is clearly recognized, and such a preference up-

held. In the opinion in this case the court distinguishes such

preferences, made in consideration of a present advance, from

those made wholly in consideration of antecedent indebtedness.

In the case of Conover vs. Hull, 10 Wash., 673, the court

found that, there existed actual fraudulent collusion between the

creditors claiming preferences under judgments and the officers

of an insolvent corporation, in fraud of the rights of its other

creditors. The court, in deciding the case, review at consid-

erable length its former rulings on the question of preferences

by insolvent corporations, and the opinion of the court is valu-

able here chiefly as showing that the question has been always

considered and decided by the court with reference Only to the

trust fund doctrine.

In the case of Compton vs. Schwabacher Bros. & Co,, 15

Wash., 306, the preference was claimed under a judgment con-

fessed by a hopelessly insolvent corporation for an antecedent

indebtedness, and under circumstances showing, in the opinion

of the court, fraudulent collusion between the creditor and the

officers of the corporation. In the opinion in this case the court

again assert that its decisions regarding such preference rest

upon the trust fund doctrine and not upon the application of

any statute law. At page 312 the court say:

"Whatever rule may prevail elsewhere, it is now well set-

tled in this state that the assets of an insolvent corporation con-

stitute a trust fund for the benefit of all of its creditors. * * *

It is wholly inconsistent with the trust fund theory to permit a

race of vigilance to be instituted between the creditors of an

insolvent corporation. As between them 'equality is equity.'
'

In the case of Biddle Purchasing Co. vs. Port Townsend
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Steel Wire Nail Co., 16 Wash., 681, the reasons for the decision

are clearly staled by the court at page 693:

"The mortgage itself was clearly a preference by an in-

solvent corporation of one of its creditors. It was executed as

security for an antecedent debt. Such a preference cannot be

maintained."

In the case of Cook vs. Moody, 18 Wash., Ill, it was found

by the court that the corporation was insolvent at the- time it

gave the mortgage in question, and further found that do fraud

was intended by either party. At page 116 the court say

:

"The mere belief that the company might be able to con-

tinue its business and pay off its other indebtedness could not

alter the legal status of the property and entitle these antece-

dent debts attempted to be secured by the mortgage to a prefer-

ence payment, in view of the fact that the respondent's action

was promptly commenced after the foreclosure. Had there been

an unreasonable delay in this, another question might be pre-

sented. As it is, there is nothing in the case to take it out

of the general rule, holding such property a trust fund for the

benefit of all the creditors, adopted in the numerous cases here-

tofore decided by us."

In the case of Washington Mill Co. v. Sprague Lumber

Co., 19 Wash., 165, the mortgages in question were given by

an insolvent corporation to secure individual debts of some of

its stockholders. The court clearly recognizes the right of a

corporation to mortgage its property for purposes for which

the corporation was created, but holds that this corporation had

no power under any circumstances to make the mortgages in

question.

Van Brochlin vs. Printing Co., 19 Wash., 552. The mort-

gage was given by an insolvent corporation for the purpose of

securing an antecedent indebtedness.
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Likewise, in Carroll vs. Pacific Nat. Bank, 19 Wash., 639,

the transfer of property which was held void was made by an

insolvenl corporation, known by the creditor to be insolvent, in

paymenl of an antecedent indebtedness.

Likewise, in Burrell vs. Bennett, -20 Wash., 644, collateral

security was given by an insolvent corporation to a creditor hav-

ing knowledge of the insolvency to secure an antecedent indebt-

edness.

If we are right in our understanding of the Washington

decisions, then, regardless of the argument that the decisions

of the state court have not been based upon a construction of

constitutional or statutory law, appellant's contention fails, and

his appeal must depend upon the construction of the principles

of equity jurisprudence affecting such preferences announced

by the courts of the United States. The decisions of the federal

courts upon this question are clear, decisive and harmonious.

As hefore pointed out, in the only federal case relied upon by

appellant, the Supreme Court of the United States was very

careful to declare that the theory of the trust fund doctrine

announced by the state court could not be maintained upon

general principles of equity jurisprudence. It is not our inten-

tion to attempt, in this brief, to make an exhaustive analysis of

the decisions of the state and federal courts upon this proposi-

tion. It seems that the doctrine originated in the statemenl

el' the proposition that the property of a corporation must first

be appropriated to the payment of its debts before any portion

of it could be distributed to its stockholders.

In the case of Fogg vs. Blair, 10 Sup. Court Rep., 338

(133 U. S., 534), this rule is very emphatically stated. Af-

ter stating the facts, and without making any distinction be-

tween railroad or other corporations, the court said :

"It (the trust fund doctrine) does not mean thai the prop-

erty is so affected by the indebtedness of (lie company thai it
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cannot be sold, transferred or mortgaged to bona fide purchas-

ers for a valuable consideration, except subject to the liability

of being appropriated to pay that indebtedness. Such a doctrine

has no existence."

In Wabash, &c. } Ry. Go. vs. Earn, 114 U. S., 587. the court

said (p. 304) :

"The property of a corporation is doubtless trust funds for

the payment of its debts, in the sense that when the corporation

is lawfully dissolved, and all its business wound up, or when

it is insolvent, all its creditors are entitled, in equity, to have

their debts paid out of the corporate property before any dis-

tribution thereof among the stockholders. It is also true, in

the case of a corporation, as iu that of a natural person, that

any conveyance of property of the debtor, without authority

of law, and in fraud of existing creditors, is void as against

them."

In the case of Hollins, ei al., vs. Brierfield Coal & Iron

Co., 14 Sup. Court Rep., 12? (150 U. S., 371), the court,

after careful consideration of the trust fund doctrine as as-

serted in that case, said

:

"A party may deal with a corporation, in respect to its

property, in the same manner as with an individual owner, and

with no greater danger of being held to have received into his

possession properly burdened with a trust or lien. The officers

of a corporation act in a fiduciary capacity in respect to its

property in their hands, and may be called to account for fraud,

or sometimes even mere mismanagement, in respect thereof;

but, as between itself and its creditors, the corporation is simply

a debtor, and does not hold its property in trust, or subject to a

lien in their favor, or in any other sense than does an individual

debtor. That is certainly the general rule, and, if there be

any exceptions thereto, they are not presented by any of the

facts in this case. Neither the insolvency of the corporation
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nor the execution of an illei/ai trust deed, nor the failure Id

colled in full all stock subscriptions, nor nil together, ga/ve to

these simple contract creditors any lien upon the property of the

corporation, nor charged any direct I nisi thereon." (The ital-

ics are ours.)

In the case of Gould vs. Little Rock M. R. & T. Ry. Co.,

52 Fed., 680, the court, after referring to the decisions of the

Supreme Court of Arkansas sustaining the right of a corpora-

tion in failing circumstances to make preferences among its

creditors, says:

"The established rule in that state is in harmony with the

general, though not quite uniform, current of authorities in

this country on the question. * * * The cases which hold

the contrary doctrine are bottomed on the erroneous theory that

the insolvency of a corporation, in effect, dissolves it, and makes

the directors mere trustees to distribute its assets ratably among

its creditors. It is undoubtedly true that the property of a

corporation is, in one sense, a trust fund for the payment of its

debts, but this rule means no more than that the property of a

corporation cannot be distributed among its stockholders or

applied to any purpose foreign to the legitimate business of the

corporation, until its debts are paid. The rule, so far as it

relates to payment of debts, is specific whenever the property

of a corporation is applied to the payment of any of its bona

fide debts. The rule, as has been before pointed out, does not

prevent a corporation, when solvent or insolvent, from making

preferences among its creditors and exercising in good faith

absolute dominion over its property in the conduct of its legiti-

mate corporate business, so long as its right to do so is not re-

strained by statute or judicial proceedings.

The case of Sanford Fori- & Tool Co. vs. Howe, 157 U. S.,

312, lias been before referred to. The opinion of the court in
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that case seems to meet and effectually answer every allega-

tion relied upon by appellant.

In the case of Due vs. Northwestern Coal & Transportation

Co., 78 Fed., 02, Judge Gilbert, in rendering the decision of

the court, after considering other questions raised by the appeal,

said (p. 71) :

"It is contended that the mortgage of the defendant J.

Whalley is invalid, for the reason that at the time it was exe-

cuted the corporation was insolvent, to his knowledge, and that

10 permit it under those circumstances to prefer one creditor

to others would be to disregard the well-established rule of

equity that the property of an insolvent corporation i« a trust

fund to be held for the equal benefit of all its creditors. There

arc decisions that uphold this view of the rule, but it is not

so held in the Federal courts."

In the case of Armstrong vs. Chemical National Bank, 41

Fed., 234, the court considered a preference made by a national

banking corporation, which preference was claimed to be void

under the provisions of section 5242 of the Revised Statutes of

the United States, which prohibits all transfers by any national

banking association made after the commission of an act of

insolvency, or in contemplation thereof, with a view to the pref-

erence of one creditor to another. The court say (p. 233) :

"The statute is directed to a preference, not to the giving

of security when a debt is created ; and if the transaction be

free from fraud in fact, and is intended merely to adequately

protect a loan made at the time, the creditor can retain property

transferred to secure such loan until the debt is paid, even

though the debtor is insolvent, and the creditor has reason

at the time to believe that to be the fact."

As before pointed nut, it is not claimed that complainant

had any knowledge, actual or constructive, of the condition in
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which appellant charges the corporation's affairs to have been

at the time the mortgage was made, There is not the slightesl

showing of fraud or bad faith, actual or legal. It is clear thai

the money advanced by complainant to the corporation, at and

prior to the giving of the mortgage, and the money advanced

subsequent to the giving of the mortgage, were intended to be

used, and were in fact used in the prosecution of the corpora-

lion's business. No part of any of the advances were repaid,

and the corporation retained all of the money loaned to it by

complainant for the benefit of its stockholders and creditors.

In the case of Gould vs. Little Rock, &c, Co., supra, the

court say (52 Fed., G8C) :

"The attack upon the validity of the trust deed must fail

upon another ground. Treating the directors as trustees, it is

not open to the company, or any of its creditors, to avoid the

security given in pursuance of the direction of the stockholders,

as well as the directors, so long as the company retains the

money which was loaned in good faith, and actually appropri-

ated to legitimate corporate purposes. The payment of the debt

thus contracted is an essential pre-requisite to the avoidance of

the deed of trust given to secure its payment. 'And,' in the

language of the Court of Appeals of New York, 'this is true

whether the pledge was taken for a present or precedent debt.

In either case the equity to be regarded equally exists.'
"

It seems clear to us that the judgment of the lower court

must be sustained. Appellant's whole contention must fail un-

less the court sustains his claim that the decisions of the Supreme

Court of the State of Washington upon this subject are binding

and controlling upon the federal courts. The rule established

by very numerous decisions of the federal courts is that those

courts adopt and follow the decisions of state courts in ques-

tions which concern the constitutional laws of the state, but do
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not follow state decisions on questions of general or commercial

law.

We think we have clearly shown that the Washington de-

cisions are nu! based on any constitutional or statutory provi-

sions, and further that the Washington court has not claimed

to have considered any such provision. But even if the court

should not agree with us in this contention, appellant must still

fail, for no decision of the Washington court holds that a mort-

gage made under the circumstances surrounding the making of

this mortgage is invalid. Even should the court believe that

this position is not sound, we are certainly right in saying that

it cannot he positively said that if this case were before the

Washington court the mortgage would be held invalid.
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Bui we respectfully submit thai the judgmenl of the lower

court must be affirmed upon another "round, it is contended

by appellant that the corporation was insolvent, and that, there-

fore, a courj of equity, upon a proper application, should take

charge of the corporation's property, wind up its affairs and

convert its assets into money, and make an equal and ratable

distribution thereof amongst all of its creditors, disregarding

any preference attempted to be given after the corporation be-

came insolvent.

Since the decision of all of the cases cited by appellant

or appellees on this appeal, the United States Bankruptcy Act

of 1898 has gone into effect. This act covers the whole field

of insolvency or bankruptcy, and prescribes an exclusive sys-

tem for the control of the assets of bankrupts, the determination

of preferences claimed against bankrupts, and the winding up

of the affairs and business of bankrupts, and the distribution

of their property amongst their creditors. By the terms of this

act it is provided, in substance, that the transfer by any person

(or corporation) of any portion of his (or its) property to

one or more of his (or its) creditors, with intent to prefer such

creditors over his (or its) other creditors, if made while the

person (or corporation) is insolvent, is an act of bankruptcy,

and that a petition may be filed against the person (or corpora-

tion) who is insolvent and who has committed such act of

bankruptcy within four months after the recording or registering

of such transfer.

The Bankruptcy Act of 1867 described certain acts of

bankruptcy, and provided that, the petition might be brought

within, in some cases, four, and in others six months, after the

act of bankruptcy should have been committed.

The provisions of the two acts are so similar in principle

and effect that the construction given to this provision of the



31

act of 1867 by the federal courts is applicable to the similar

provision of the present law.

In the case of Bean vs. Brovkmire (1 Dillon, 125), 2 Fed.

('as., 1127, Fed. ('as. iNTo. 1168, the court construed the provi-

sion of the act of 1867 relating to preferences. The court say:

"The language of the section is, that if any person, being

insolvent, or in contemplation of insolvency, within four months

of the filing of the petition by or against him, with a view

to giving the creditor preference by any of the acts therein men-

tioned, the act shall be void, and the assignee may recover the

property from the person receiving it, if such person had rea-

sonable cause to believe the party insolvent. It is very certain

that the act described is not made void by this clause, or by any

clause in this section, unless it was done within four months

of the filing of the petition by or against the bankrupt, and it

is as strong an instance as can well grow out of a negative preg-

nant that no such act is void for any of the causes there men-

tioned that was done within the four months."

After discussing the standing of preferences made by in-

solvents under the common law of the different states, Mr. Jus-

tice Miller says

:

"The careful and diligent framers of the bankrupt act were

fully aware of all that has just been said. But they were about

to frame a system of laws, one important feature of which was

to provide for the distribution of the property of an insolvent

debtor among his creditors, and they adopted wisely, as the

general and prevailing rule of distribution, equalit} among

creditors. But they found that this general principle could

not without hardship be made of universal application. When

a creditor had obtained by fair means a lien upon any property

of the bankrupt, that lien ought to be respected. If lie had so

obtained the payment of the whole or a part of his debt, the

payment ought to stand. These exceptions to the general rule
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of distribution were, however, liable to be abused, and might

be used to defeat the purposes of the bankrupt law. The bank-

rupt, knowing- that he himself would soon be helpless, would

desire to pay or secure favorite creditors. They, knowing his

liability to pay, and his liability to be called into a bankruptcy

court, would naturally desire to secure themselves at the ex-

pense of other creditors. In this dilemma, Congress said we

cannot prescribe any rule by which a preference would be held

to be morally right or wrong-; and it would be fatal to the ad-

ministration of the law of distribution to permit such a ques-

tion to be raised. We will therefore adopt a conventional rule

to determine the validity of these preferences. In all cases

where an insolvent pays or secures a creditor to the exclusion

of others, and that creditor is aware that he is so when he

receives it, he shall run the risk of the debtor's continuance in

business for four months. If the law which requires equal dis-

tribution, is not called into action for four months, the transac-

tion, if otherwise honest, would stand ; but if by the debtor

himself, or any of his creditors, that law is invoked within four

months, the transaction shall not stand, but the money or prop-

erty received by the party shall become a part of the common

fund for distribution. * * * The thirty-fifth section and

the thirty-ninth section, having for the first time set up a rule

by which certain payments and transfers of property shall be

declared void (a rule at variance with the common law, and

with the statutes of the states), very properly limits and defines

the circumstances within which this new rule shall operate.

These are, among others, * * * and that the transaction

must have been recent when the bankrupt law was applied to

the case—with a creditor within four months and with the gen-

eral purchaser within six months."

In Harvey vs. Crane (2 Bissell, 496), Fed. ('as. No. 6178,

11 Fed. Cas., 731, the court said :
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"A creditor may obtain a preference from an insolvent

debtor with knowledge of the insolvency, if within the limita-

tion prescribed by the law, but the possession must be obtained

by a complete act within the limitation."

In Collins vs. Gray (8 Blatchf., 483), 6 Fed. Cas., 129,

Fed. Cas. ~No. 3013, the transfers in question were made by

the bankrupt to his father. After discussing the facts, the

court say:

"Taking the transaction as a giving of preference to the

father as a creditor, while the debtor was insolvent, or in con-

templation of insolvency, and assuming that the father had rea-

sonable cause to believe that his son was insolvent, the case ex-

hibits no features but those described in the first clause of sec-

tion thirty-five of the bankruptcy act. By that clause, if such

a transaction be made within four months before the filing of

the petition whereon the debtor is declared bankrupt, the same

is declared void, but not otherwise. Although the bankrupt lav;

aims at an equal distribution of all the property of a debtor

among his creditors from the time he becomes insolvent or con-

templates insolvency, and is intended to disallow preferences

given by a debtor to favored creditors, it goes no further, when

preference alone is the subject of complaint, then to avoid such

as are given within four months before the filing of the

petition. If, in all other respects, the transfer is free from

fraud or illegality, the law allows no attack to be made upon it

after four months have elapsed."

In Potter vs. Coggeshall, 19 Fed. Cas., 1138, Fed Cas. No.

11,322, this question is very fully discussed. The court say:

"The answer of the petitioners to these allegations is two-

fold. The first is, that assuming the allegation of the fact to

be true, the trustee is estopped from impeaching the transac-

tion, because the proceedings in bankruptcy against Dow were

not commenced until six months (less one day) after the act
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of preference—and not within four montha, as expressly re-

quired by the first clause of section thirty-five of the bankruptcy

act. After the lapse of four months, say they, the preferences

—

simply preferences which an insolvent debtor may have

made, are to be held valid as against all the world, so far as the

preferred creditor is concerned. And this, in my judgment, is

a sufficient answer."

It is firmly established that all state laws relating to the

subject-matter of the federal bankrupt statute are suspended

or superseded during the existence of the federal law, even as

between citizens of the same state.

In May vs. Breed, 7 Cush., 40, the court says : "When a

uniform system of bankruptcy under a law of the United States

is actually in force, to the extent to which it reaches, it must

of necessity suspend state laws, because they would be repug-

nant."

In Clarice vs. Rosenda, 5 Rob. (La.), 33, the court said,

discussing the effect of the general bankrupt act of 1841:

"I cannot imagine a more ample investment of jurisdic-

tion than Congress has conferred on the circuit and district

courts of the United States ; and the extent of the jurisdiction

proves that the national legislature, whilst exercising its consti-

tutional power to establish a uniform system of bankruptcy, in-

tended to suspend, if not sweep out of existence, the insolvent

laws of the states and the jurisdiction of their tribunals, with

ample powers where justice should be administered alike to all,

and a general system formed and controlled by a body of judges

deriving their authority from the same power that made the

law."

In Thornlrill vs. Bank of Louisiana (1 Woods, 1), 23 Fed.

( 'as., 1139, Fed. Case No. 13,992, the court said, after quoting

from the cases last above cited

:
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"The Bank of Louisiana is, according to the agreed state-

ment of facts, an insolvent moneyed corporation. Such a cor-

porate body falls within the purview of the general bankrupt

law of the United States, and according to the authorities cited,

a state law applicable to a like case is in effect suspended by

the law of congress. I am of the opinion, therefore, that on

the taking effect of the general bankrupt law on June 1, 18G7,

the law of the state of Louisiana, approved March 14, 1842,

providing for the liquidation of banks, was suspended ; that the

state courts had no jurisdiction to proceed under it, &c., &c."

To the same effect see also

In re Reynolds, 20 Fed. Cas., 612, Fed Cas. No. 11,723.

It is not necessary, in order to suspend the operation of

state insolvency laws, that proceedings under the federal bank-

ruptcy act should be instituted.

Ex parte Ames, Vol. 8, Fed. Cas., p. 236; Fed. Cas. No.

4237.

In so far as a state law attempts to administer on the ef-

fects of an insolvent debtor and distribute them among cred-

itors, it is to all intents and purposes an insolvent law, although

it may not authorize a discharge of the debtor from further

liability.

In re Merchants' Ins. Co., 3 Bissell, 162.

In this case Judge Blodgett said (p. 164) :

"The object and intent of the general bankrupt law is to

place the administration of the affairs of insolvent persons and

corporations exclusively under the jurisdiction of the federal

courts sitting as courts of bankruptcy, and the enactment of the

general bankrupt law now in force suspended all actions and

proceedings under state insolvent laws."
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And at page 1C>G:

"ii also seems clear to us that in bo far as a state law

attempts to administer on the effects of an insolvent debtor and

distribute them among creditors, it is to all intents and pur-

poses an insolvent law, although it may not authorize a dis-

charge of the debtor from further liability on its debts."

In Blake, Moffltt & Towne vs. Francis-Valentine Co., 89

Veil., 691, application was made to the district courl of the

northern district of California for an injunction to prevent the

sale of property of the defendant corporation under an execu-

tion issued out of the state court in an action brought by the

Donohoe-Kelley Banking Company. At the time the applica-

tion was made, the Bankruptcy Act of 1898 was in full force and

effect, but four months had not elapsed from the date of its

passage and therefore no proceedings whatever could be had

under it. Nevertheless, the court held that the defendant cor-

poration had, while insolvent, permitted the Donohoe-Kelley

( lompany to obtain by an attachment a preference through legal

proceedings, and the court held that therefore the injunction

should issue and the sale be prevented, in order that the de-

fendant's property might be preserved until the time should

arrive when the remedy afforded by the statute could be resorted

to.

In the opinion of Mr. Justice Hawley, at page (194, it is

said:

''Upon the interpretation of the act, upon reason and au-

thority, I am of opinion that from the date of the passage of

the act, the relation of debtor and creditor, and of one creditor

with all other creditors, are to be governed by the provisions of

the law enacted on July 1st, 1898."

The mortgage attacked by appellant in his intervening com-

plaint was recorded on the 14th day of May, 1900. Appellant's
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intervening complaint was filed in the lower court December

31st, 1900, seven months and seventeen days after the record-

ing of the mortgage. If at that time appellant had filed a peti-

tion against, the corporation charging the execution, delivery and

recording of this mortgage as an act of insolvency, the petition

would have been upon proper proceedings dismissed. If at any

lime after September 14, 1900, a petition in bankruptcy had

been filed by the corporation or any creditor upon sufficient

grounds, and an assignee appointed, and that assignee had

brought an action to set aside this mortgage, his action would

have failed.

Even if we should concede, as we do not, that the allega-

tions of the appellant's intervening complaint bring the mort-

gage of May 11th, 1900, within the provisions of the bankruptcy

act, the lapse of four months after the recording of the mort-

gage without any attack being made upon its validity upon

the ground that it was an unlawful preference, made the

mortgage entirely valid against all persons.

Under the trust fund doctrine contended for by appellant,

a different rule was applied by some state courts to prefer-

ences made in good faith by insolvent corporations than was

applicable to like preferences made by insolvent individuals.

The correctness of this doctrine was never conceded by the fed-

eral courts. Having clearly before it the conflicts between the

decisions, not only of the courts of the different states but be-

tween the courts of some of the states and the federal courts, Con-

gress in its wisdom saw fit to place all insolvent debtors, as well

corporations as individuals, upon an equal footing as regards the

question of preferences, and to establish a conventional rule by

which the validity of preferences made by any insolvent should

be decided. As pointed out by the courts in construing the act of

1807, no attempt was made to prescribe any rule by which a
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preference would be held to he morally right or wrong. The

rule, while a conventional one, seems to he founded in good

commercial reason. If a dehtor, being insolvent and having

publicly preferred <>ne creditor to the exclusion of all others, is

permitted by his general creditors to continue in the possession

and control of his property and business for a period of four

months after giving the preference, it seems reasonable to hold

I hat the general creditors have acquiesced in the giving of the

preference, and by such acquiescence have made valid and un-

assailable the preference which, in the interim, might have been

successfully assailed. It is clear that in any bankruptcy pro-

ceedings, an attack upon the mortgage in question, made more

than four months after it was recorded, would be fruitless; that

being so, can it be held that an attack such as is attempted by

appellant, made after the lapse of such time, can be sustained ?

An assignee appointed under the law expressly enacted for

the control and disposition of the property of bankrupts, ap-

pointed under a petition filed more than four months after

the recording of the mortgage, could not maintain an action

to set aside the preference.

( 'an a judgment creditor who has refused, and still refuses

to invoke the aid of the bankruptcy courts, successfully main-

tain such an attack after the lapse of such period of time ?

It has been before pointed out that no question of collusion,

fraud or bad faith is attempted to be raised by appellant's com-

plaint. His case is grounded wholly upon the alleged insolvency

of the corporation existing without the knowledge of complain

ant. It is purely a question of a morally rightful preference

made in good faith to a bona fide creditor receiving it in good

faith to secure the repayment of moneys loaned for use, and

actually used, in the prosecution of the corporation's business,

both before and after the execution of the mortgage. The valid-
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ity or invalidity of such a mortgage must bo determined by

reference to the United States bankruptcy act. Under the

provisions of that act the attack comes too late. It is not re-

quired by the provisions of the bankruptcy act that knowledge

of the making of a preference by an insolvent must be brought

home to the general creditors in order to set the four months

period running. The recording of the mortgage imports notice.

It, however, may not be amiss to point out the fact that appel-

lant's solicitors are also the solicitors for the defendant corpora-

tion.

The federal bankrupt law, viewed as operating on the rights

of creditors, is a system of remedy. As said by Mr. Branden-

burg: "It takes out of the hands of the creditors the ordinary

remedial processes, and suspends the ordinary rights which by

law belong to creditors and substitutes in their place a new and

comprehensive remedy designed for the common benefit of all."

As we understand it, one of the chief objects of the act is

to establish a system of dealing with the estates of insolvent

debtors which shall be uniform throughout all of the states of

the Union, and to vest the administration of that system in

the federal courts. It would seem to irresistibly follow that

all questions relating to the validity of preferences given by

insolvents, and to the form and timeliness of attacks upon such

preferences, must be decided by reference to the bankruptcy

act. A system under which, in the federal courts, an attack

upon a mortgage in one form more than four months after it

was recorded, would fail, and a like attack, but made in a dif-

ferent form in the same court after such lapse of time, would

succeed, could hardly be called uniform.

In conclusion we respectfully submit,

—

First. That the motion to dismiss this appeal should be

granted, with costs to appellees.
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Second. Thai should the court find the motion to dismiss

the appeal to be not well taken, the judgment of the lower court

sustaining the demurrer to appellant's intervening complaint

should lie sustained, with costs to appellees.

Respectfully submitted,

HAROLD PRESTON,
E. M. CARR,

L. C. GILMAN,

Solicitors for Appellees Henry F. Allen and John II. McGraw,

as Receiver.

E. M. CARR, Counsel.


